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The Evolution of the International Monetary System Chapters 4 and 5 discuss the political economy of international money and finance. In chapter 2 we discussed the reasons for the evolu tion of the international trade system toward institutionalized multi lateralism. Similarly, in this chapter we consider how the literature in political economy has tried to explain the evolution of the interna tional monetary system. As for international trade, the international monetary system also became characterized by institutionalized multi lateralism by the mid-twentieth century, for a similar combination of material and ideational reasons. In contrast to trade, however, multi lateralism in international monetary arrangements peaked in the 1960s and has been in retreat since then. We emphasize the rise of private financial markets and associated political changes in explaining this trend.
Although international monetary arrangements in the nineteenth century were much less politicized at the domestic level than were those for international trade, over the course of the twentieth century this became less true. And at the international level, international monetary arrangements have always been politically controversial. This has much to do with the strong tendencies toward hierarchy in global monetary and financial markets and the asymmetric consequences this has for the distribution of costs and benefits across countries. The conflict between national macroeconomic stabilization policies and international mone tary commitments has become more acute with the reemergence of open financial markets since the 1970s. We postpone to chapter 5 a discussion of the consequences of this conflict. In order to address the question of how to explain international monetary evolution, we must first consider some preliminary issues concerning the balance between adjustment and financing in interna tional monetary organization. After this, we go on to argue that the rise of domestic macroeconomic management in the twentieth century, itself the result of new ideas and of democratization, has had profound effects on this balance and on the international monetary system in general. These effects include the growing politicization of international monetary and financial arrangements compared to the nineteenth cen tury, the gradual undermining of an anchor role for gold, and a shift toward greater exchange rate flexibility and from public to private inter national finance.
FINANCING AND ADJUSTMENT IN THE BALANCE OF PAYMENTS
The central organizational problem for any international monetary sys tem concerns the mechanism of adjustment to balance-of-payments disequilibria between countries. 1 The fundamental issue from the per spective of political economy is that the costs of adjustment to disequi libria are typically distributed asymmetrically across countries and across different groups within countries. International financing mech anisms are a means of sustaining balance-of-payments deficits and thereby avoiding (at least temporarily) such adjustment pressures. Thus, the nature of the international adjustment mechanism(s), and the balance between financing and adjustment, constitutes the core of the politics of international monetary arrangements.
To see this more clearly we need to understand the balance of pay ments (BoP). This measures a country's transactions with nonresidents over a given period of time (e.g., monthly, quarterly, or yearly). It cate gorizes different kinds of cross-border "flow," and it balances by defini THE INTERNATIONAL MONETARY SYSTEM tion. The sum of the balances on current, capital, and financial ac counts, the "overall balance" (line 5 in table 4.1), must equal the change in reserve assets (which consist of a country's monetary reserves and its credit balance at the International Monetary Fund, or IMF).
2 Unless otherwise specified, when referring to a BoP deficit or surplus, we mean the overall balance.
Although one country's balance-of-payments deficit is matched by foreign surpluses, in practice there is often more pressure on deficit countries to adopt adjustment measures. This is because deficit coun tries must either "adjust" to eliminate their deficit, or sell assets to for eigners or accumulate liabilities to foreigners to "finance" ongoing deficits. Both strategies, as we will see, are costly. By contrast, surplus countries can sometimes simply accumulate net claims on foreigners (including official reserves). 3 The limits to deficit-financing mecha nisms vary greatly by country. The sale of assets to foreign residents often hits political limits earlier than economic limits: witness the polit ical controversy in the United States in the 1980s over Japanese invest ments in the United States and more recently over Chinese investments. Financing deficits by borrowing abroad can also be costly, and these costs often rise as more is borrowed. Some foreign creditors may also impose preconditions on the borrower that are politically or economi tary reserves. See Benjamin J. Cohen, Organizing the World's Money (New York: Basic Books, 1977), 37-38. 2 Notice that in line 6a of table 4.1, an increase in monetary reserves takes a negative sign. Note also that the overall balance includes "errors and omissions," a balancing item. The definitions employed here follow the new IMF format, agreed on in 1996. In this new format, what was formerly the current account is split into two, the (new) current account and the (new) capital account, while the old capital account becomes the "financial account." The main change involves moving unilateral transfers (including debt forgiveness) from the old current account to the new capital account. See Christopher Bach, "U.S. International Transactions, Revised Estimates for 1982-98," Survey of Current Business (US Department of Commerce, Bureau of Economic Analy sis), 79, July 1999, 60-74, and IMF, Balance of Payments Textbook (Washington, D.C.: IMF, 1996) , available at http://www.imf.org/external/np/sta/bop/BOPtex.pdf. However, since the literature continues to refer to the "capital" account rather than the financial account, we use these terms interchangeably later in this chapter. cally costly. Foreign borrowing can also be risky, since the willingness of foreign creditors to extend finance can be volatile. Nevertheless, because borrowing does not normally transfer ownership of national assets to foreigners, deficit countries often rely heavily on this form of financing over long periods of time. This fact also suggests that adjustment policies sufficient to eliminate deficits are often even more costly for governments. Adjustment mea sures work primarily by reducing domestic consumption, investment, and growth in the short term. To illustrate, consider South Korea's BoP from 1996 to early 1999 (table 4.1).
To simplify the discussion, we leave aside the relatively insignificant (at least for Korea) capital account. In the absence of adjustment mea sures, to avoid running down monetary reserves, any deficit on current account must be financed by a corresponding surplus on financial ac count. Korea's current account deficit meant it was spending consider ably in excess of its national income through foreign borrowing. Over 1996, Korea achieved this by selling equities to foreigners and by bor rowing heavily from international banks. As is now well known, this financing choice proved unsustainable once private foreign creditors drew down or sold their Korean assets. In 1996, before the crisis hit, the Korean economy was growing rapidly, though its exports were not, resulting in a rising current account deficit (5.9% of GDP). The financ ing problem was greater than this, as Korean firms were investing heav ily abroad, while foreign firms had found it difficult to invest in many sectors in Korea (line 3A, table 4.1). For 1996 as a whole, foreign fi nancing included net portfolio (equity and debt) inflows of $15.2 bil lion, net corporate (nonbank) borrowing of $10.4 billion, and net bank borrowing of $1.8 billion.
When these financial inflows reversed in the wake of the Thai crisis of July 1997, reserves fell quickly and the economy was plunged into a BoP and financial crisis, necessitating rapid, deep, and politically costly adjustment measures in return for IMF assistance. Over 1998, GDP fell by 7%, unemployment rose, and many firms and banks went into bankruptcy. The adjustment costs are apparent in the current account change, from a large deficit to an unprecedented surplus of 9% of GDP in 1998. As table 4.1 shows (lines 1Aa), export receipts continued to stagnate despite the large fall in the value of the currency. The burden THE INTERNATIONAL MONETARY SYSTEM of adjustment fell on imports, which fell by one-third from late 1997 to early 1998, indicative of the collapse in domestic consumption and investment. Nevertheless, the large current account surpluses this deep adjustment produced allowed Korea to rebuild its reserves rapidly over 1998-99 (line 6a, table 4.1) and to repay its IMF borrowings early.
The role of official reserves also emerges clearly from this story. These enable countries to finance temporary deficits without more borrowing or adopting costly adjustment measures. Stocks of reserves are accumu lated over time, so that past economic performance and policies affect a country's ability to draw on them in times of difficulty. The accumula tion of large stocks of monetary reserves is itself costly in terms of forgone consumption and investment, and after some point govern ments will prefer to finance BoP deficits by inducing private capital inflows or by borrowing from foreigners. The availability of such pri vate and official finance, and a country's desire for political autonomy from foreign creditors, will be crucial factors in national decisions about how large monetary reserves need to be. Since the crisis, Korea, along with many other developing countries, decided that its precrisis reserves ($34 billion in June 1997) were insufficient given the demon strated vulnerability of the country to large and rapid shifts in private capital flows. This has led to an unprecedented accumulation of foreign exchange reserves since the mid-1990s-essentially a form of insurance against future crises. As figure 4.1 shows, developing countries (in marked contrast to developed countries) on average have recently accu mulated reserves well in excess of the traditional rule of thumb of three months' import coverage.
Adjustment in Theory and Practice
Economics textbooks often outline how, in principle, both perfectly fixed and perfectly flexible exchange rate systems 4 can facilitate auto matic adjustment processes that eliminate BoP imbalances. In both models, the real exchange rate adjusts to remove either external sur pluses or deficits.
5 Assuming Korea needed a real depreciation of the won (the Korean currency) before the crisis to promote net exports, how might this have occurred?
In the case of a fixed nominal exchange rate and a current account deficit, stagnating exports and rising unemployment in Korea's export sector could reduce real wages, eventually reducing domestic prices to the point where international competitiveness would be restored. 6 A second "semiautomatic" adjustment mechanism may operate if Korean residents sell won for foreign currencies because they expect a won devaluation, obliging Korea's central bank to sell its foreign exchange reserves to buy won in the foreign exchange markets. This would reduce other currencies. In practice, actual exchange rate policies fall between perfectly fixed and perfectly flexible exchange rates. 5 The real exchange rate is the real "price" for which a currency exchanges for other currencies, and is different from its observable "nominal" exchange rate. A country's real exchange rate R is equal to S (P* / P), where S is the nominal "spot" exchange rate, P the average domestic price level, and P* the average foreign price level. Note that a lower value of R implies a higher real exchange rate, making the country's exports less competitive.THE INTERNATIONAL MONETARY SYSTEM the domestic money supply, reducing total expenditure and pushing down prices, helping to restore competitiveness. 7 These two mecha nisms supposedly operated in the ideal world of the gold standard. 8 In the real world of the 1990s, prices and wages in Korea were not flexible downward (in part because of its labor unions), so that adjustment was insufficiently rapid, or Korea's reserves were inadequate.
The obvious alternative for Korea was simply to float its currency, allowing the nominal exchange rate of the won to depreciate against other major currencies, restoring competitiveness. Economists such as Milton Friedman claimed flexible exchange rates could automatically eliminate external deficits in this way. 9 It had the great advantage of bypassing the two mechanisms previously mentioned and could obvi ate the need for domestic price and wage flexibility altogether. In practice, flexible exchange rates rarely work in this stabilizing manner. In fact, the real value of the won was sustained by continued large capital inflows from abroad before 1997. Even with exchange rate de preciation, total export values may take a long time to recover to close the external deficit.
Since automatic adjustment is often not forthcoming, governments wishing to undertake active adjustment measures have three main op tions: trade protection, "expenditure-reducing," and "expenditureswitching" policies. Higher tariffs or quotas on imports increase the relative price of imported goods, but these measures are generally dis paraged by economists. Increased trade protection would also have been incompatible with Korea's GATT membership and its relations with major countries like the United States and Japan.
Expenditure-reducing policies include restrictive monetary and fiscal policies, but growing capital mobility means that which of them is effective depends on a country's exchange rate policy. This was outlined in the standard Mundell-Fleming (MF) model of the early 1960s.
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Under fixed exchange rates, monetary policy contraction raises the domestic interest rate, attracting speculative capital from abroad. The central bank must resist currency appreciation by selling domestic for foreign currency, reversing the initial decrease in the money supply and rendering monetary policy powerless to affect prices or output. This result has been termed the "impossible" or "unholy" trinity, since it implies that a government must choose only two of the following three things: a fixed exchange rate, monetary policy autonomy, and capital account openness. 12 The power of fiscal policy, however, remains intact and is even enhanced under fixed rates. Fiscal contraction re duces domestic output and interest rates (by reducing government bor rowing). Lower interest rates threaten currency depreciation, requiring monetary contraction by the central bank, thus enhancing the effect of fiscal contraction.
13
Expenditure-switching policies are simply another term for exchange rate changes. Real currency devaluation "switches" domestic expendi ture away from imported goods toward domestic production by altering relative prices. As we discuss later, concerns about policy credibility and costs to domestic consumers often deter governments from devaluing.
One major problem with macroeconomic policymaking is that gov ernments have multiple policy targets but possess limited policy instru ments. In practice, a combination of macroeconomic policy adjustment 11 13 Conversely, under floating exchange rates, only monetary policy is powerful (because fiscal contraction results in currency depreciation). Later we address the problem that MF analysis exaggerated the power of activist fiscal and monetary policy even under these conditions. THE INTERNATIONAL MONETARY SYSTEM and exchange rate changes is often necessary. For example, if a country is suffering from both high unemployment and an excessively large external deficit, under an open capital account and a pegged exchange rate, fiscal expansion is the only available macroeconomic policy option to reduce unemployment. Fiscal expansion by itself would also worsen the external deficit, so the government would need to combine it with exchange rate devaluation to restore both external and internal equilib rium.
14 Further complications and policy dilemmas often arise. For ex ample, unions in sectors sheltered from international trade competition may have little concern for the competitiveness of industries in the traded goods sector. If they dominate national wage-setting and re spond to devaluation with increased wage demands, unemployment might coexist with both "cost-push" inflation and an external deficit.
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Note also that when governments have multiple objectives, a "credi bility problem" can emerge. It can arise, for example, from a contradic tion between an exchange rate commitment and an internal inflation or unemployment objective. Italy in the early 1990s suffered from high unemployment and large external deficits. As noted above, devaluation was part of the textbook solution to this problem (fiscal expansion was made difficult by Italy's existing high levels of fiscal deficit and public debt). However, the government had made a public commitment not to devalue the lira against other currencies in the European Monetary System (EMS). For this promise to be credible to the private actors in the foreign exchange markets, they would have had to believe that the government was willing to tolerate persistently high levels of unemploy ment (given the inflexibility of the labor market). Market actors were right to judge that as unemployment grew, the exchange rate commit ment became increasingly incredible because the democratically elected government was highly sensitive to unemployment. This is an example of what is often termed a "time inconsistency" problem, in which the credibility of a particular policy commitment declines when poli cymakers face changed circumstances. The problem arises when a poli cymaker commits ex ante to following a certain policy rule (such as a given exchange rate peg) in the future, but has an ex post incentive to defect from the rule.
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Note that if the authorities can credibly signal to private market actors that they possess no internal objective and only desire a stable exchange rate, no doubt about their credibility arises. This may approx imately describe the situation enjoyed by governments and monetary authorities in the classical era of the gold standard in the late nineteenth century. Since then, many factors have eroded the credibility of ex change rate commitments for most countries. The trend toward de mocratization, the growth of unions, and new understandings about the power of macroeconomic policy and associated expectations of gov ernment have all caused foreign exchange markets to become more skeptical of government promises to maintain "fixed" exchange rates.
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These factors also alter the credibility of exchange rate commitments in an asymmetric way. Countries with low unemployment and current account surpluses, such as Germany enjoyed for many years after 1950, are less vulnerable to collapses of market confidence than countries with high unemployment and external deficits. Developing countries can also exhibit weak taxation bases, fiscal subsidies for basic commodi ties, and weak social safety nets, making it difficult to undertake policy adjustments in response to changed circumstances, further undermin ing the credibility of their exchange rate commitments.
International Interdependence and Adjustment
So far, we have considered the adjustment problem from an individual country's perspective. Since economic policies, especially those of large countries, affect other economies, we also need to consider adjustment from a systemic perspective. This is obviously true when a country undertakes exchange rate adjustment, which creates a potential for in 16 18 When all governments have domestic policy ob jectives, the problem can become acute. How far can or should policy coordination go under a fixed exchange rate system? At a minimum, given free movement of capital between two countries A and B, the maintenance of a fixed exchange rate between them requires the same level of real interest rates in both countries, and hence perfectly coordi nated monetary policies. This is because if market actors expected cur rency B to depreciate against A in the future, they would require an interest rate premium over and above what they could obtain by hold ing assets in currency A, equal to the amount of expected depreciation of currency B over the period (the "interest parity theorem").
If the world economy only consisted of A and B, a payments imbal ance between them raises the question of who will adjust first, the defi cit or the creditor country. Since the loss of monetary reserves is more difficult to sustain than is acquiring reserves, deficit countries often come under market pressure to adjust first. If A is the deficit country and the threat of reserve depletion forces it to devalue, this raises the price of imported goods from B and reduces standards of living in A (at least in the nontraded sector). This does not mean that B escapes adjustment costs, since A's devaluation amounts to a currency revalua tion for B, which could hurt its export sector. In a more realistic world in which there are many countries, most of the costs of adjustment may fall on the devaluing country.
In a world economy in which all countries peg their exchange rates, there will be n -1 exchange rates (where n is the number of countries). For the system to be stable, there can only be n -1 exchange rate poli cies: the nth country must adopt a passive attitude toward its exchange rate. This can create an additional deep asymmetry within a pegged exchange rate system, since the nth country is in the position of being able to focus on internal economic objectives. The classic example is the Bretton Woods exchange rate system in which other countries pegged to the US dollar, allowing the American authorities to concentrate on domestic (and foreign policy) objectives. For many years, this asymmet rical bargain worked reasonably well, providing the basis for the expan sion of trade and security for the Western alliance. From 1966, the Johnson administration's simultaneous pursuit of the Vietnam War abroad and the extension of social welfare at home led to growing fiscal and current account deficits. This prompted exchange market specula tion against the dollar and in favor of the German mark, given Germa ny's growing current account surplus. Germany's partial controls on short-term capital inflows and the Bundesbank's sterilization of the effects of its purchases of foreign currency provided some relief from the inflationary effects of these inflows, but these ultimately proved insufficient to maintain the exchange rate peg. 19 Since it was evident that the US government would not substantially reduce the fiscal defi cit, from 1968, the German government reluctantly accepted a series of mark revaluations; ultimately, it allowed the mark to float temporarily in 1971 and permanently after March 1973. Currency revaluations were politically costly because of resistance from the important financial and export sectors in West Germany. 20 The ability of the United States to shift the costs of adjustment onto others, including the most important payments surplus country, stemmed from the position of the dollar in the international monetary system and America's relatively low depen dence on trade.
This kind of leader-follower relationship, where n -1 countries ac cept the nth country as the monetary standard-setter, will only work if the leader's market is dominant in global trade and if its policies pro vide reasonable stability. Such stability usually means that the center country pursues a relatively low inflation monetary policy. The United States acted in this stabilizing manner from about 1950 until the mid 1960s, and West Germany did the same in the EMS until 1990. In both cases, however, these center countries eventually exploited their domi nant systemic position to pursue destabilizing policies that shifted the costs of adjustment onto other countries. 21 19 The Bundesbank sterilized the expansionary effects of these purchases on the money supply by selling government bonds to the banking sector. There are limits to sterilization policies, as selling more bonds will eventually require higher yields, which encourages more capital inflows. One might conclude that the obvious solution is to abandon pegged exchange rates altogether for floating rates, as West Germany did in 1973. However, for many reasons countries are reluctant to adopt fully floating exchange rates, including high levels of trade openness, com modity export dependence, foreign indebtedness, low internal infla tion-fighting credibility, and regional integration objectives. 22 Nor do flexible exchange rate policies remove the dilemmas that interdepen dence creates; they merely alter their form. For example, in a floating rate system, national monetary expansion stimulates demand via lower interest rates and exchange rate depreciation, but it can also worsen the bilateral trade balance of other countries with the devaluing country. This could induce competitive devaluations or protectionist retaliation. The negative foreign impact is lower if national monetary expansion raises the rate of growth, or (in the case of a large country) if it lowers world interest rates. Expansionary fiscal policy, though less powerful for the home country under floating rates, may affect foreign output positively via exchange rate and output effects, and negatively by raising world interest rates. Hence, the demand from small open economies for policy coordination in a floating rate regime could be higher than under fixed rates. The political problem is that large countries, whose policies have most impact on the rest of the world, have fewer incentives to coordinate macroeconomic policies. Others may simply have to bear the costs of adjustment that emanate from large countries' policies.
INTERNATIONAL FINANCE AND RISK
We noted above that a key determinant of the pressure for adjustment on individual countries is the structure and availability of international finance (often called liquidity). The first line of defense for a deficit country is national monetary reserves, though given the size of today's foreign exchange markets these are often inadequate in the face of a concerted market attack. Today, monetary reserves are mainly held in the form of highly liquid government debt denominated in only a few 100 CHAPTER 4 currencies, above all the US dollar. 23 The emergence of such "key cur rencies" creates a basic asymmetry in the system between key currency countries and the rest, since it can give the former considerable influ ence over the supply and price of international finance.
There are three main sources of international finance: private interna tional capital markets, key country external deficits, and public interna tional finance provided by bilateral lenders or by international financial institutions (IFIs). The relative sizes of these sources of finance matters greatly, as does the willingness to lend of those who control them.
Before we discuss in more detail the different sources of international finance, it is helpful to consider the different forms of risk that arise in international borrowing, though note that risk categories can overlap and are often interdependent. For borrowers, maturity and currency risk are often emphasized, though we also emphasize here "reversal risk" and "sovereignty risk." Maturity risk occurs when the timing of repayments of interest or principal on financial obligations differs from the timing of cash receipts by the borrower. For example, if a borrower uses the receipts from a loan that must be repaid within three months to invest in assets that will not generate positive cash receipts for some years, the borrower is accepting a maturity mismatch risk ("borrowing short and investing long"). 24 Banks specialize in managing this kind of risk. Currency risk arises when the borrower borrows in foreign cur rency to finance investment in assets (or current consumption) that produce cash receipts denominated in another currency (usually do mestic currency).
Reversal risk arises when a borrower is dependent on flows of new external finance that can be stopped or reversed, potentially provoking a recession or even a debt crisis. Such stops and reversals may result 101 THE INTERNATIONAL MONETARY SYSTEM from policies adopted by foreign creditor governments or multilateral institutions, or from changing attitudes to risk in private financial mar kets (such as so-called capital strikes and investor panics resulting in "capital flight"). Finally, sovereignty risk occurs when a country obtains finance from an external lender who requires the government to adopt policies it would not otherwise choose ("conditionality"), or when for eign financing reduces national control over important assets, technol ogy, resources, and sources of employment.
From the perspective of lenders, maturity and currency risks also exist and must be managed. For example, investors bear currency risk in the form of the possibility that the exchange rate between the curren cies in which the assets are denominated changes relative to the inves tor's base currency. Additional sources of risk for lenders/investors in clude credit risk (the risk of borrower default), market risk (the risk that the market value of the assets in their portfolio are uncertain and can fluctuate), liquidity risk (the risk that it may be difficult to sell an asset in the future for cash without accepting a large discount on its original purchase price), legal risk (the risk that the interpretation or application of legal contracts is uncertain), and political risk (the risk that asset values are affected by changes in a country's government or its policies). Note that when lenders take measures to reduce some forms of risk, they may increase risk for borrowers, such as when lend ers shift currency risk to borrowers, or if they use conditionality to limit political risk. Moreover, attempts to limit some forms of risk may increase other risks, such as when lenders use conditionality to limit the risk of policy change, but their doing so increases the risk of a change in government and overall credit risk.
Private International Finance
Private lenders lend voluntarily to foreign borrowers only if they expect to be repaid with a profit, which is often seen as the reward for assuming one or more of the risks we have identified. Such lenders include banks making loans, bond and equity investors, and foreign direct investors.
CHAPTER 4
The borrower may be a foreign government or monetary authority or individual firms or banks, though in aggregate this can allow a country to run a current account deficit. From the perspective of borrowers, the maturity risks of these various forms of capital inflow differ consider ably. Long-term debt finance (loans or bonds) and FDI can be more stable than short-term debt or equity inflows (i.e., less subject to sudden stops or reversals).
26 Debt finance also generally requires fixed contrac tual repayments at specified intervals, whereas the dividends and profits paid to foreign investors on equity inflows and FDI usually involve no such legal guarantees of size or timing. FDI and foreign purchases of shares in domestic listed companies (equities) usually also require for eign investors to bear the currency risk.
By contrast, until very recently most borrowing in the form of bank loans and bonds by developing countries has been denominated in con vertible foreign currencies, so that the borrower has borne the currency risk. Why this is so is a matter of debate, since governments of devel oped countries usually do not find it difficult to borrow from interna tional lenders in their domestic currency. For example, nonresidents held on average 16% of UK sterling-denominated government debt over the period 1990-2002 (of this, 6% was held by foreign central banks and 10% by others, mainly private investors). 27 The comparative historical difficulty that most countries have had in borrowing in their own currency is commonly referred to as the problem of "original sin"-though note that the incidence of own currency borrowing has increased since this became a matter of academic interest. 28 The histori cal phenomenon may be due to investors' perception of greater cur rency, political, and liquidity risk in developing countries because of relatively weak domestic institutions, as well as investors' desire to limit THE INTERNATIONAL MONETARY SYSTEM their portfolio diversification by holding assets in a limited number of currencies. It is too soon to tell whether the recent ability of some developing countries to borrow from foreign investors in their own currencies is a temporary phenomenon or whether the permanent re demption of original sin is possible after all.
Whatever its origins, currency risk can be very costly for borrowing countries because depreciation vis-à-vis the debt denomination cur rency increases the real external debt burden. At the end of 1997, Ko rea's liabilities to international banks maturing within one year totaled $59 billion, almost three times its monetary reserves of $20 billion.
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Much more than the problems of competitiveness discussed earlier, it was the growing reluctance of international banks to refinance this short-term debt that precipitated the crisis of late 1997. As the Korean currency collapsed in December 1997 from 1,100 to (at worst) 1,960 won per dollar, the implied won value of Korea's external debt soared. As many of the Korean banks and corporations who had borrowed from international banks were now unable to repay, the currency crisis soon became a corporate and banking crisis as well. 30 The story in Thai land and Indonesia was very similar.
Bonds were historically important in private international financing in the nineteenth century and have become important again since the 1990s. International securities often have deeper secondary markets than bank debt and so can reduce liquidity risk for investors. But sud den reversals of bond investor sentiment can produce payments crises, such as that which followed the panic in the Russian ruble-denomi nated government debt ("GKO") market in 1998. A similar crisis had occurred in Mexico in 1994, after the Mexican government had tried to reassure investors who had previously purchased peso-denominated short-term government bonds (cetes) by issuing US dollar-denomi nated bonds in their place (tesobonos). Once the rising stock of teso 29 These and other figures are taken from the joint BIS-IMF-OECD-World Bank statistics on external debt, available at http://www1.oecd.org/dac/debt/htm/debto.htm, accessed February 27, 2004. The database now includes historical debt statistics from 1990 for many developing countries. 30 The resolution of the Korean crisis was thus crucially dependent on the willingness of inter national banks to restructure about $100 billion in Korean debt, which they did in January 1998. bonos had become larger than Mexican dollar reserves, investors pan icked anyway, leading to a severe currency and debt crisis. Mexico's assumption of the currency risk had increased the credit risk for inves tors. The same was true in the more recent case of Argentina, which issued large amounts of dollar-denominated public bonds in the 1990s. The credit risk for investors initially appeared to be limited because of Argentina's currency board system and "hard" peg to the US dollar. When rising indebtedness and recession eventually led to currency cri sis, peso depreciation resulted in Argentinean default. Hence, in lending to developing countries there can be a trade-off for creditors between currency risk and credit risk.
As we have noted, portfolio equity inflows or FDI both allow the borrowing country to avoid currency risk and a substantial amount of cash-flow/credit risk (since there are usually no fixed payments liabili ties attached to such borrowing). 31 The relative stability of FDI may derive from the illiquidity of the assets compared to relatively small holdings of equity or debt securities, and the possibility that FDI inves tors take a longer term view compared to bond investors. In the event of currency depreciation, the value of local FDI or equity stakes may even increase if the assets are in the traded goods sector.
These advantages of FDI and (to a lesser extent) portfolio equity inflows have often been outweighed for developing countries by the perceived disadvantages of foreign ownership and control. In Latin America in the 1970s, and Korea in the 1990s, bank debt as a form of deficit financing was generally preferred because it did not entail loss of control over important corporate assets, technology, resources, and sources of employment (see chapter 6). The vulnerability this bor rowing created was thus in part the result of these countries' restrictive policies toward inward equity flows and FDI, stemming from their de sire to prioritize the reduction of perceived sovereignty risk.
32
31 Portfolio equity and FDI are often difficult to distinguish in practice, though in theory the difference is that only the latter involves effective control over the corporation and assets acquired. Most countries use 10% ownership of total shares of a given entity as the cutoff point between portfolio investment and FDI. 32 In the Latin American case, borrowing from foreign banks suffered from an additional source of risk in the form of interest rate risk because the debt was contracted at floating (variable) interest rates. THE INTERNATIONAL MONETARY SYSTEM
Key Country External Deficits
To the extent that key currency countries run large overall payments deficits and allow other countries to accumulate their debt as monetary reserve assets, this can provide another source of international finance. Countries that accumulate key currency reserves can use these reserves as a source of emergency finance in the future if their payments position deteriorates, or to pay off existing debts. Triffin pointed out that overall US payments deficits became the most important source of new inter national liquidity in the international monetary system from the late 1950s. 33 He argued that if the United States were to undertake adjustment measures to reduce its external deficit, this would prompt offsetting policy adjustments by other countries and result in a global recession.
There has been debate over the stability of this form of international finance, since center country deficits can become excessive, resulting in global inflation and exchange rate instability. Foreign exchange reserves are subject to substantial currency risk, as holders of sterling reserves discovered in the early 1930s and holders of dollar reserves have discov ered since 1971. When particular countries accumulate large amounts of such reserves predominantly in one currency (usually US dollars), attempts to reduce such currency risk through diversification may back fire if they prompt others to sell dollars. China and other large holders of dollar reserves are in this situation today, as were Japan and Germany in the 1980s. In addition, there is some reversal risk inherent in hold ings of dollar reserves, since the center country could conceivably freeze existing foreign asset holdings to render them unusable or even repudi ate its outstanding debts.
The strong incentives for other countries to hold key currency mone tary reserves can also be a means by which the key currency country can finance its own current overall payments deficits. Again, the bestknown example is the United States since the 1960s. Other countries' willingness to hold additional US government liabilities (Treasury bills and bonds) as monetary reserves allowed the United States to run con tinuously large overall payments deficits with apparently little conse quence other than rising external liabilities. Although interest is paid to holders of Treasury debt securities, the real return on such debt has historically been very low, suggesting that this source of finance for the United States has been unusually cheap and highly profitable. 34 Presi dent de Gaulle of France termed this America's "exorbitant privilege," although his analysis played down the important role of US payments deficits as a source of finance to the system as a whole.
Public International Finance
For the many developing countries that receive low net private capital inflows, outright grants (aid), debt forgiveness, and new loans from foreign governments or international organizations can be important sources of international finance. 35 Occasionally, in the late nineteenth century, central banks in the major countries provided short-term emergency loans to their foreign counterparts, such as when the French and Russian central banks provided emergency loans to the Bank of England in the 1890 and 1907 crises.
36 Balance-of-payments loans were also made by the League of Nations in the 1920s. 37 However, as we argue later, the idea and the bulk of the practice of public international fi nance is closely connected with the rise of macroeconomic stabilization and welfare objectives in the mid-twentieth century.
In all cases, public international finance is premised on some form of market failure. Today, the IMF is the main international financial institution (IFI) that provides short-term international finance to countries suffering payments problems. The IMF's role is often justified by the instability of private sector finance. It was originally seen as a means of maintaining the pegged exchange rate system in the face of potentially unstable market speculation. One aspect of this was the pol icy surveillance function of the IMF, intended to ensure that national economic policies were compatible with systemic exchange rate stabil ity. Another aspect was the IMF's role as provider of short-term public international finance to countries suffering temporary balance-of-pay ments deficits. Keynes saw this public international finance as a means of avoiding costly deflationary adjustment policies of the kind that oc curred in the early 1930s. The justification for long-term public inter national financial assistance, through international institutions like the World Bank and bilateral aid programs, has also been based on the assumption that private long-term financing will be insufficient to pro mote economic development in the poorest countries.
In practice, IFI lending, especially in the case of the IMF, has become associated with restrictive policies rather than the maintenance of high levels of domestic demand and employment. This is because of the macroeconomic policy requirements for borrowing countries that are standard preconditions of such loans, commonly referred to as policy conditionality. One likely reason for such policy conditionality is that the IMF's resources only consist of the limited pooled contributions of member states, and the major countries have had strong incentives to ensure that borrowers repay the Fund. In addition, there is evidence that IMF staff recruitment and promotion has been biased in recent years toward individuals with non-Keynesian, neoclassical views. 38 We return to this issue later, but it is clear that the governance of the IFIs is of central importance in determining the policy conditionality faced by sovereign borrowers. This can dramatically affect the level of sover eignty risk for borrowing countries and the preferred balance between international financing and adjustment. There is also some reversal risk in borrowing from the IFIs (e.g., in the event of borrower noncompli ance with core policy conditionalities), and currency risk (since the IFIs lend in hard currencies).
NATIONAL STABILIZATION POLICY AND INTERNATIONAL MONETARY ORGANIZATION
We have argued that the balance between adjustment and financing in international monetary organization is greatly complicated when coun tries adopt domestic stabilization objectives. In this section, we argue that the evolution of international monetary organization over the past century can be seen as an uneven process of adaptation to a dramatic shift in domestic monetary organization and economic policy. We post pone the question of "feedback" from the international monetary and financial system to national monetary organization and policy to the next chapter.
The Development of National Money
National monetary systems of the kind assumed in standard modern macroeconomics are a relatively recent historical phenomenon, though the gap between theory and practice has always been considerable. 39 The growing centralization of national monetary organization is strongly associated with the development of the modern state, though only in the twentieth century was the "nationalization" of paper money generally established. The institutions associated with national mone tary organization are also of recent vintage. By 1900, only 18 countries had central banks, and all but two (Sweden's and England's) were less than 100 years old. 40 The rise of paper ("fiduciary") money issued by central banks eventually laid the institutional foundations for national monetary management, but this also took some time (and the accept ability of such money initially depended on it being backed by reserves of gold or silver).
The possibilities of "monetary policy" were also limited by intellec tual constraints that were only gradually overcome in the early part of the twentieth century. The Bank of England's suspension of gold THE INTERNATIONAL MONETARY SYSTEM convertibility from 1797 until 1821 mobilized the defenders of ortho dox finance, including Ricardo and the "Currency School," who saw in the emergence of a domestic paper money standard the road to finan cial ruin. 41 The restoration of the fixed gold convertibility of sterling was seen as a crucial constraint against inflation. Another was the legal restriction of the quantity of Bank of England note issuance, notably in the Bank Act of 1844. But politics pushed in the other direction: the 1844 act also consolidated the emerging monopoly position of Bank of England notes. 42 The legal and political dependence of central banks on governments generally rendered them subject to periodic pressure to provide cheap deficit financing, particularly during national emer gencies or when their charters were up for renewal. The issuance of new notes, the production cost of which was minimal, allowed the state or central bank to expropriate real private resources ("seigniorage"). 43 The emerging national monetary hierarchy, with central bank notes becoming "as good as gold," was reinforced by restrictions on the circu lation of foreign currencies and the suspension of convertibility for foreign coins at national mints. Commercial banks increasingly held their reserves at the central bank. This enabled the central bank to act as a "lender of last resort" (LLR) when panic spread through the banking system, although in most countries such LLR responsibilities were ac cepted only after the 1930s.
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The International Gold Standard
The pre-1914 international gold standard was not a product of collec tive international design of the kind achieved at Bretton Woods in 1944. There was a clear but gradual trend toward the gold standard in Europe from 1873, led by Germany, the Netherlands, and Scandinavia. 45 Brit ain's adherence to a gold standard entrenched a growing international role for sterling, with other countries using bills issued by London fi nance houses to finance international commercial transactions. As both foreign private and public actors accumulated sterling assets for finan cial purposes, this benefited the City of London, which naturally fa vored the gold standard.
In theory, there was no room for autonomous monetary policy in the gold standard. The so-called rules of the game (or more accurately, behavioral norms) included the commitment to buy and sell national currency for gold without limit at a fixed price and to allow the free cross-border flow of gold. In practice, central banks diverged in various ways from these norms. The Bank of England relied heavily on the manipulation of its discount rate because of its slim gold reserves; sometimes it even took account of the domestic "state of trade" in setting its level. 46 In France and Germany, central banks used various devices to limit gold convertibility so as to achieve a degree of national monetary autonomy. 47 Nevertheless, before 1914 there was little pressure for outright infla tion in the major countries, allowing their central banks to maintain effective independence in practice. Crucially, in Britain, the external commitment to fixed gold convertibility had priority. The limited ap preciation of how interest rates affected the real economy and the lim ited political influence of Britain's working classes also helped to insu late the central bank from pressure that might have compromised this commitment. The political dominance of the financial bourgeoisie and landed interests, which held a substantial proportion of their financial assets in fixed-income domestic and foreign bonds, reinforced the polit 111 THE INTERNATIONAL MONETARY SYSTEM ical preference for low inflation and fixed exchange rates. 48 By contrast, in some peripheral countries in Europe and the Americas, persistent fiscal deficits and political instability produced inflation and under mined attempts to peg to gold.
49
World War I brought similar levels of political and monetary instabil ity to the heart of the European-dominated international monetary sys tem. The gold standard was suspended in the main belligerent countries at the outbreak of the war. After 1918, the widening of the electoral franchise in Britain and other countries and rising political demands from the working classes everywhere undermined the domestic political foundations of the gold standard. However, the postwar monetary tur moil in Europe ensured that political and economic elites looked back to the prewar gold standard as a beacon of economic and political sta bility. This set the stage for growing political conflict over national and international monetary arrangements in Europe.
A fundamental problem for all the major European countries was the enormous stock of public debt caused by heavy wartime reliance on government borrowing. 50 To make matters worse, in some countries most of this debt was short term. Reducing the level of national debt to sustainable levels required either more tax increases or refinancing the debt at longer maturities and lower interest rates. 51 The distributive implications of these alternatives provoked intense social conflict, ham pering the process of monetary and currency stabilization. Debtors (in cluding the state and corporate sector) had an interest in inflation. The working classes, which had made enormous sacrifices during the war and which had few assets, also demanded increased government expen diture on social welfare. Creditors, including savers and the financial sector in particular, had most to lose from inflation and lobbied 48 Broz, "Domestic Politics"; Giulio M. Gallarotti 51 For example, in France in 1920, the ratio of short-term public debt to GDP was 65%. The difficulty of refinancing it was a much more serious threat to monetary control than the fiscal deficit of 13% of GDP (Eichengreen, Golden Fetters, 81). strongly for a return to the gold standard, as well as cuts in public expenditures and taxes.
The years of inflationary chaos in the early 1920s strengthened the postwar creditor backlash and bolstered the ideological appeal of the gold standard. This facilitated a general movement back onto the gold standard, the most notable example being Britain's decision to return to gold in 1925. 52 More direct international pressure, particularly from the United States and Britain, was also important in some cases, such as the international stabilization schemes sponsored by the League of Nations in countries like Austria and Hungary. These schemes included new central banking statutes designed to promote monetary ortho doxy. 53 The 1924 Dawes loan, which enabled Germany to return to the gold standard, also included a proviso for the Reichsbank to be formally independent of the government. For a few short years this restored gold standard appeared to be working reasonably well, but by the early 1930s, it lay in ruins. Britain's departure from gold in the crisis of late summer 1931 marked the end of the system, though it was not until 1933 and 1936 that the United States and France, respectively, left gold. Why did this restoration experiment fail?
One argument is that the gold standard was ultimately incompatible with postwar governments' new short-term domestic macroeconomic objectives. These objectives lowered the credibility of the commitment to a fixed exchange rate and raised the cost of maintaining it. 54 In this view, wider enfranchisement and growing political influence of the working classes increased demands on governments to make priorities of domestic output and employment objectives rather than the ex change rate and low inflation. Eventually, domestic politics demanded a choice in favor of these incipient "Keynesian" domestic policy objec tives, and the gold standard was abandoned.
52 Dennis E. Moggridge, The Return to Gold, 1925 The claim about the impact of the widening of the electoral franchise is more consistent with the British case than with other countries' expe riences. A number of European countries had adopted nearly universal male suffrage before the era of the gold standard, with apparently limited cost in terms of monetary credibility and stability (in 1848 in France, and 1871 in Germany). Conversely, restricted franchises in Russia, AustriaHungary, and Italy coincided with high national debts and long-term interest rates and exchange rate instability. 55 Still, Eichengreen and Sim mons are correct to suggest that in many countries leftist political parties were more likely to gain political power after the war than before.
Since Eichengreen and Simmons are also correct that financial mar kets judged many governments' gold standard commitments as lacking credibility in the interwar years, what was the source of the problem? Although financial markets in the 1920s had no modern economic models to deduce a policy contradiction between employment and ex change rate objectives (the Mundell-Fleming model was developed in the 1960s), it is possible that they possessed inductive knowledge of this contradiction. Another possibility is that financial markets were simply concerned that governments would be tempted to inflate their way out of their fiscal and debt overhang problems (as some had tried in the early 1920s). More research is required to decide between these two explanations, since both are consistent with the fact that financial mar kets reacted negatively to evidence of fiscal and monetary laxity and departures from gold standard rules.
Both arguments are compatible with the general claim that the pro cess of democratization, reflected in the growing importance of mass politics, was of central importance in undermining the credibility of the commitment to a "hard" exchange rate peg. Central bank indepen dence (CBI) from government could sometimes partially offset this trend: countries like France with highly independent central banks made a more credible commitment to gold despite mounting unem ployment, in contrast to countries with more subordinate central banks, such as Britain, Sweden, and Japan. 56 In the years that preceded 55 Flandreau, Le Cacheux, and Zumer, "Stability without a Pact?" 130. 56 Beth A. Simmons, "Central Bank Independence between the World Wars," International Or ganization 50:3, 1996, 407-44.
the Keynesian revolution in economic theory, the absence of a clear intellectual alternative to the gold standard reinforced elite attachment to a system that eventually produced outcomes dysfunctional from most points of view.
57 From 1932, British policymakers began very ten tatively to experiment with cheap money policies that promoted higher levels of employment.
These arguments about the importance of domestic political change in the major European countries in undermining the gold standard are at odds with the standard argument about the absence of hegemony as the prime cause of interwar monetary instability. In this view, British decline and a newly preponderant America's unwillingness to assume the burden of leadership undermined the international gold standard. As Kindleberger famously put it:
The world economic system was unstable unless some country stabilized it, as Britain had done in the nineteenth century and up to 1913. In 1929, the British couldn't and the United States wouldn't.
58
This argument has some merits in focusing attention on the short comings of international monetary cooperation in the late 1920s and early 1930s, but it has been criticized on many other grounds. It under plays the attempts by Britain and the United States to restore the inter national gold standard in the 1920s, the role of policy mistakes in Brit ain and elsewhere, and the destabilizing effects of the war and postwar settlement. It also ignores the domestic political conflict that arose from the financial and economic legacy of the Great War, and the rising im portance of socialist politics in undermining the commitment to gold.
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A New International Monetary System: Bretton Woods
The Bretton Woods agreement of 1944 was a true watershed, represent ing an attempt to found a new kind of international monetary order 57 Barry J. Eichengreen and Peter Temin, "The Gold Standard and the Great Depression," NBER Working Paper, 6060, 1997. 58 Kindleberger, World in Depression, 292. 59 Ruggie, "International Regimes"; Walter, World Power, chap. 5.
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on the explicit acceptance of new domestic macroeconomic objectives. 60 The establishment of two new international institutions, the IMF and World Bank, introduced a greater element of collective management of international money and finance than in the past. Even so, elements of historical continuity included a pegged exchange rate system, a mone tary anchor role for gold, and a reserve role for both gold and major key currencies.
Much IPE literature initially emphasized the importance of US he gemony in the construction of the Bretton Woods system. 61 Although US leadership was indeed crucial to the outcome, hegemony theory does not explain the details of the Bretton Woods system. "Social" democracy and associated new Keynesian thinking about policy combined to en sure that many governments in Europe saw high-employment policies as an essential ingredient of postwar political reconstruction. 62 National demand-management policies and in many cases state-directed indus trial policy were seen as the means to achieve these goals. In developing countries, similar policies were pursued for nationalist and develop mental reasons even in the absence of democracy. Almost everywhere, national fiat money systems were entrenched and central banks placed under government control. In the Bretton Woods agreement it was ac cepted that governments would and should use national stabilization policy to manage domestic output, employment, and price objectives. Keynesian ideas were not fully victorious, particularly in the United States, but classical monetary orthodoxy had collapsed almost every where, and financial interests were often seriously weakened by the Great Depression and war. 63 The Great Depression had delegitimized the gold standard because of its association with deflation and mass unemployment. Keynes had famously described the gold standard as a "barbarous relic" and de clared its incompatibility with active demand-management policy. Yet the United States, which by the 1940s held most of the world's gold reserves, insisted that gold be retained alongside convertible currencies as a monetary reserve asset and as an anchor for the exchange rate system. The Bretton Woods conference therefore agreed to adopt a more flexible "gold-exchange standard." Since domestic monetary pol icy autonomy was prioritized, capital controls were allowed (IMF Arti cle VI.3). 64 All currencies would be pegged to gold or to the US dollar (IMF Article IV.1.a), but no country would be required to defend an exchange rate that produced a "fundamental disequilibrium" in the balance of payments (IMF Article IV.5). This meant that pegs could be adjusted in such circumstances, though in principle adjustments re quired consultation with other countries through the IMF to prevent competitive devaluation. The concept of fundamental disequilibrium was left undefined, but the general understanding was that persistent overall payments imbalances would require exchange rate adjustment. These and other ambiguities in the Bretton Woods system played a constructive role in facilitating agreement and in providing for subse quent flexibility.
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The postwar international monetary system soon evolved into a gold-dollar system, whereby the United States maintained dollar con vertibility into gold at the fixed (1934) price of $35 per ounce. Other countries could freely hold dollar reserves and could, if they wished, sell these reserves for gold at the official price, either in the private gold market, or by presenting them for conversion at the "gold window" of the US Treasury. The emerging Cold War also resolved the decadeslong problem of persistently large US payments surpluses by facilitating US acquiescence to large European devaluations over 1948-49 and costly American aid and troop deployments in Europe and Asia. These helped to produce the large US payments deficits from the early 1950s that later became associated with the Bretton Woods system and which provided a large proportion of the new liquidity in the postwar interna tional monetary system.
THE INTERNATIONAL MONETARY SYSTEM
The room allowed in the Bretton Woods agreement for domestic macroeconomic activism and the potentially adjustable character of the exchange rate pegs arguably reduced their credibility. As a result, timely changes to currency pegs were encouraged. Furthermore, the IMF was authorized to use its pool of member contributions to make short term loans to members who needed to defend their exchange rate. National quotas were to be comprised of 25% gold and 75% national currency, but countries could borrow up to 125% of this quota (with successive "tranches" having more conditions attached), repayable within three to five years. From the Keynesian perspective, a temporary deterioration in a country's payments position should be financed to counteract the "deflationary bias" in the system that derived from the special vulnera bility of deficit countries. As Article 1(v) of the Bretton Woods agreement stated, a key objective was
To give confidence to members by making the Fund's resources available to them under adequate safeguards, thus providing them with an oppor tunity to correct maladjustments in their balance of payments without resorting to measures destructive of national or international prosperity.
By late 1947 it had become clear that the IMF's total resources were wholly inadequate to achieve this objective, but the Cold War intervened and the United States provided bilateral financial aid to western Europe in the form of the Marshall Plan. IMF quotas have been increased peri odically since 1944, but the Fund's resources have not kept pace with the growth of the world economy. Later, as capital mobility and pressures on the exchange rate system increased, the major industrial countries supplemented these limited facilities in the 1960s with the Gold Pool (1961), swap facilities (1962), the General Arrangements to Borrow (GAB) (1962), and SDR allocations (from 1969). 66 These new financing arrangements largely benefited the industrial countries. The shortage of IMF liquidity ensured that in practice most adjustment pressure re mained on deficit countries, especially those in the developing world.
The Cold War had another effect on the balance between financing and adjustment. Although IFI lending and associated policy condition ality was meant to be based on politically neutral criteria, the rise of 66 James, International Monetary Cooperation, chap. 6.
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the Cold War seriously strained the credibility of this neutrality for both the IMF and the World Bank. 67 This was compounded by the fact that voting power in the Executive Boards of the Fund and Bank were weighted according to country contributions, with the United States possessing the largest (and wielding effective veto power over important decisions). After the withdrawal of the USSR and mainland China from the Bretton Woods institutions, the United States and its European al lies dominated both IFIs. Other countries aligned with the dominant Western powers tended to get better financing deals and very weak en forcement of policy conditionality.
FROM BRETTON WOODS TO GLOBAL FINANCIAL INTEGRATION
By the early 1960s, the Bretton Woods system had evolved in directions unforeseen in 1944 and was in serious difficulty. It limped on until the early 1970s only through US unilateral actions and America's ability to obtain the support of most of its political and military allies. The grow ing political demands for domestic stabilization policies contributed to the further marginalization of gold in the international monetary sys tem and the emergence of a "dollar standard." Another major longterm development was the reemergence of private international finan cial markets in the 1960s. Together, these processes undermined the pegged exchange rate system and increasingly marginalized the institu tions of public international finance established at Bretton Woods.
From Gold-Exchange Standard to Dollar Standard
It was already clear by the late 1950s that the gold-exchange standard was in difficulty. In the late 1950s, US gold losses accelerated as large 67 The World Bank, intended to provide longer-term public finance to war-torn and developing countries, operated on a different model. With $10 billion in initial capital commitments from member states, the Bank would borrow at low rates in private international capital markets and lend the proceeds to member countries.
68 Strom C. Thacker, "The High Politics of IMF Lending," World Politics 52:1, 1999, 38-75.
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overall US payments deficits were financed by the accumulation of dol lar reserves by central banks in Europe and elsewhere. At the same time, steady wartime and postwar inflation had eroded the real price of gold (given its fixed nominal price of $35 per ounce), making it less profit able to mine and encouraging excess private demand. The growing shortage of gold's supply relative to dollars led to growing speculation against the dollar.
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Triffin argued that these developments showed that the gold-ex change standard was "inherent unstable" and was bound to collapse.
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The sustained expansion of international trade, he argued, increasingly depended on new liquidity provided by US payments deficits, but the growing relative shortage of gold compared to dollars would under mine the fixed-price relationship between the dollar and gold. If the United States tried to maintain the dollar price of gold by reducing its overall payments deficits, a global liquidity crisis and recession would result. Fearing the latter outcome, Triffin argued for replacing both gold and key currencies with a new international fiduciary money that could be created and managed by the IMF (reviving Keynes's "bancor" pro posal of the early 1940s).
Triffin's diagnosis of the weaknesses of the Bretton Woods system was perceptive, but his political economy analysis was less strong. First, to expect the United States to reduce its external deficit was naive, given the growing domestic pressure for welfare spending and job creation in the United States and the large contribution of FDI, military, and aid outflows to America's external deficits. Second, Triffin's supranational solution was utopian and at odds with domestic political considerations in the United States and elsewhere. In reality, there were only three plausible solutions to the gold-dollar problem. One solution, eventually adopted, was to break the link with gold permanently and to move to a dollar standard. 71 A second solution was to maintain the gold-dollar standard by periodically revaluing gold against all currencies in the system, including the dollar. 72 A third, which was adopted after the col lapse of the short-lived dollar standard, was to allow the major curren cies to float against each other.
Politics initially strongly favored the dollar standard over the second and third solutions. The gold revaluation proposal was politically unap pealing for a number of reasons. First, it overlooked that continuous postwar inflation in the major countries rendered an anchor role for gold increasingly untenable: periodic gold revaluations would have been tantamount to accommodating this inflation, undermining the core rationale for a commodity price anchor. Second, the United States was increasingly unwilling to accept the constraint on its own macro economic policy flexibility that gold convertibility implied. 73 Third, loyal allies of the United States like West Germany and Japan were will ing to hold dollar reserves even if they were not convertible into gold. Only France under de Gaulle, chafing under American preponderance, felt sufficiently autonomous of Washington both to withdraw from NATO's military structure and to sell its dollar reserves. Vocal French demands for a return to a "politically neutral" gold standard also hard ened US political opinion against gold revaluation, already resisted out of concern that it would favor the "gold bugs" (speculators) and unsa vory gold-producing countries like the USSR and South Africa.
If a reinvigorated gold exchange standard was politically unappealing, the flexible exchange rate proposal also enjoyed very little support in the late 1960s except among a few maverick economists (we discuss this further in the next chapter). This left the dollar standard as the only alternative that was acceptable to the United States and its major allies. The "Two-Tier" agreement of 1968 ended official attempts to maintain the fixed price of gold in the private gold market, though the $35 per ounce price was retained for transactions between central banks. This was the first formal step toward the demonetization of gold in the inter national monetary system, though it did little to relieve the pressure on the dollar and continuing losses of US gold reserves. In August 1971, 121 THE INTERNATIONAL MONETARY SYSTEM President Nixon unilaterally decided to close the gold window and in December that year obtained the agreement of other major countries to a formal dollar standard, in which other currencies were pegged to a gold-inconvertible US dollar. As we discuss in chapter 5, the dollar stan dard proved even more unstable than the gold-dollar standard, but the position of key currencies as reserve assets in the international monetary system has become ever more entrenched since then.
The Reemergence of Financial Integration
The second major change in the international monetary system over the course of the 1960s and 1970s was the reemergence of private inter national capital markets. There is a large literature describing the dra matic increase in short-term capital mobility and longer-term interna tional financial flows since the 1960s that need not be repeated here. 76 Although there is general agreement about the rapidity of the growth in financial integration, there is debate and some skepticism concerning its absolute level. 77 As figure 4.2 shows, although most regions have seen an increase in levels of capital account openness since 1970, financial openness is higher in developed coun tries and trends vary considerably by region. Given the potentially transformative implications of greater financial openness, we must first ask what explains this broad trend and the varying cross-regional and cross-country patterns we observe. Here, we discuss international, domestic, and ideational explanations. We focus on the removal of barriers to short-term or portfolio capital mobility, especially capital controls, but keep in mind that financial liberalization more broadly also encompasses the liberalization of domestic financial markets, including the removal of controls on financial activities and on entry into financial businesses, including by foreign financial firms.
INTERNATIONAL EXPLANATIONS
The most general explanation is that international competition between states promotes financial liberalization over time. 78 As we saw in chapter 3, realist accounts of trade policy have claimed that interstate competi tion tends to promote either unilateral protection or cautious, reciproc THE INTERNATIONAL MONETARY SYSTEM ity-based trade liberalization. What is different about finance, realists have argued, is that unilateral liberalization improves the competitive position of national financial sectors and can attract multinational fi nancial firms. 79 Hence, relatively closed national financial systems such as generally prevailed in the 1950s and 1960s are seen politically unsus tainable over time. Evidence for this claim is provided by the evident competition between global financial centers like London and New York, and within regions like Europe and East Asia, which do appear to have promoted unilateral removal of capital controls and of con straints on international financial business and entry by financial MNCs. The "Eurodollar" markets emerged in the 1960s because of the British authorities' willingness to allow London banks to provide wholesale dollar-based financial services to foreign residents, even though capital controls on sterling transactions remained in place until the late 1970s. The United States responded at the end of 1973 by re moving the remaining capital controls that inhibited Wall Street's in ternational financial role and encouraged American banks to conduct international business in London. A related argument is that such com petition can spiral out of control, causing a race to the bottom in fi nancial regulation, taxation, and financial transparency as ever more jurisdictions compete for international financial business. Concerns have focused particularly on "offshore financial centers" (OFCs), which offer low taxes, light financial regulation, and substantial anonymity for individuals, companies and financial institutions. 80 However, not all governments choose to compete for international financial business. The removal of capital controls has also taken place very unevenly, both over time and across different countries. 81 At the least, we need to explain why the United States and a few other coun tries (such as Switzerland, Canada, and West Germany) removed capital controls much earlier than others. Helleiner's argument is that the rela tive political influence of financial interests within these countries helps to explain their decisions, which takes us into domestic politics. An other, compatible explanation is that the IT revolution substantially reduced the costs of international financial transactions, providing in creased incentives for governments to engage in competitive liberaliza tion. The related dramatic fall in transactions costs has also unleashed successive waves of innovation in financial markets, which has spurred their growth and further raised the costs of financial protectionism. As we will see in chapter 6, such technological explanations have been applied to growing capital mobility in general.
Others retain an international explanatory focus by arguing that the major Western countries, above all the United States, have actively pro moted financial liberalization abroad to enhance their structural power within the global system. 82 Although this argument also has realist ori gins, it interprets the general trend in more coercive terms. Potential benefits for the United States include greater business opportunities for highly competitive US financial firms, as well as the possible benefits that the United States as a whole may gain from the international use of its currency, and from financial inflows from other countries, includ ing for the purpose of obtaining cheap finance for its fiscal and pay ments deficits.
There is evidence that the United States and the EU have promoted greater financial openness abroad in recent years through trade and investment negotiations (notably in the WTO financial services agree ment of 1997, but increasingly through bilateral deals). Some also argue that the major countries have used the IMF to promote capital account liberalization abroad. 83 But this overlooks the other side of the argu ment, especially that financial liberalization might benefit indigenous firms and that growing US dependence on foreign finance might di THE INTERNATIONAL MONETARY SYSTEM minish rather than enhance America's global leverage. 84 Moreover, in ternational pressures to converge on open capital account policies were not always successful or especially strong. A recent independent review of IMF policy notes that although the IMF did try to persuade govern ments to liberalize, it lacks the legal authority to require capital account liberalization (a legacy of the Bretton Woods articles of agreement). Generally, it suggests that domestic factors were usually more im portant in governments' liberalization decisions. 85 Simmons and Elkins show that capital account liberalization has clustered both temporally and spatially, suggesting that domestic fac tors alone are insufficient to explain this pattern. 86 One explanation for this is the competitive liberalization process discussed above. Another channel Simmons and Elkins identify is that countries may observe peer group policies for purposes of gaining information in a situation of uncertainty (i.e., a learning effect), an argument for which they find some support. The IFIs may have played a role in promoting this crossborder diffusion of policy trends.
A final international explanation of capital account liberalization is offered by Haggard and Maxfield, who argue that financial crises induce capital-poor developing countries to open their capital accounts to sig nal that the risk of future closure should not deter potential investors.
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It is doubtful, however, that any such signals are very credible to inves tors, since the cost of reintroducing capital controls in the future during a crisis may not be high. Indeed, figure 4.2 suggests that East Asia on average tightened rather than liberalized capital controls after the re gional crisis of 1997-98. The comparative political economy literature suggests a range of do mestic interest group and institutional factors that help explain the complex pattern of liberalization. Interest-based approaches begin by specifying group preferences, typically using either the Stolper-Sam uelson or specific factors models of trade theory. In the former case, in advanced economies capital as the abundant factor gains and labor loses from financial openness (since capital will be exported). In devel oping economies, labor gains from capital importation and domestic capital loses. Building on this model, Quinn and Inclán predict different labor preferences according to skill levels and test hypotheses about the circumstances under which left-of-center and right-of-center political parties will support or oppose financial openness.
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In contrast, Frieden uses the specific factors model to predict that financial industries will gain from financial openness and those with sector-specific assets lose because they will pay higher borrowing costs when capital flows abroad. 89 In developing countries, industries with sector-specific assets win because they will pay lower borrowing costs. MNCs with internationally diversified asset portfolios will gain because of their ability to borrow at low cost and from their ability to make intrafirm financial transfers. Owners of liquid financial assets in devel oped countries will gain while those in developing countries will lose as interest rates rise in the former and fall in the latter. These predictions are consistent with some aspects of conventional wisdom, such as the apparently broad support for financial openness among firms and workers engaged in the financial sector of major countries since the 1970s, and among the multinational corporate sector in general.
Some difficulties emerge in both of these approaches, though neither has been subject to decisive testing to date. First, some of the predic tions are not obviously consistent with the evidence. For example, do mestic firms in specific sectors in the advanced countries may not have lost from capital openness, since many firms now enjoy access to a much greater pool of capital than before because of widespread 88 Dennis P. Quinn and Carla Inclán, "The Origins of Financial Openness: A Study of Current and Capital Account Liberalization," American Journal of Political Science 41:3, 1997, 771-813. 89 Frieden, "Invested Interests." 127 THE INTERNATIONAL MONETARY SYSTEM liberalization across many countries. Indeed, both theories rely for their predictions on the standard neoclassical assumption that financial openness will promote capital exports from developed countries to cap ital-poor developing countries. It is not commonly recognized in the political economy literature that this crucial assumption is not sup ported by the evidence, with the United States acting as a net importer of capital from developing countries for many years. 90 Second, it is one thing to attempt to identify those groups who win and lose from finan cial openness, but this does not mean that such groups will mobilize to lobby policymakers. As for trade policy, institutions matter for financial policy outcomes, including the political parties that Quinn and Inclán consider. However, political parties may represent multiple interest groups who are differently affected by financial opening. More gener ally, it is not clear how strong and coherent the preferences of interest groups will be, since financial openness raises a range of complex issues. As Frieden notes, financial openness has important implications for the exchange rate, so much may depend on whether specific assets are employed in the traded or non-traded-goods sector (see chapter 5, the section "Financial Integration and Exchange Rate Policies"). Voters possess multiple identities in practice: as savers, as workers or employ ers, as consumers, and so on, which can result in ambiguous prefer ences. Banks may have global fund management and international lending divisions that favor financial openness, but their domestic lend ing departments with corporate clients in the traded goods sector may favor exchange rate stability over capital openness. The majority of the benefits of financial liberalization tend to accrue to particular, often politically influential, groups, including financial firms and MNCs. 91 The potential costs of such liberalization, such as greater exchange rate instability, lower macroeconomic policy autonomy, and financial crises tend to be delayed and more widely distributed among societal groups. Given this asymmetric distribution of costs and benefits and the obsta cles to collective action among losers, liberalization is likely to win out in the long run.
If policymakers have some autonomy from societal interests in this area, what determines their preferences? One possible answer, ad dressed below, is economic ideas. Another is that the state itself, often the largest debtor within countries, may favor financial openness if this expands its borrowing capacity and lowers its cost of debt (a generaliza tion of Loriaux's argument from the previous section). Governments of countries with low domestic savings or underdeveloped capital markets might be particular beneficiaries. Governments facing highly indepen dent central banks may enjoy little influence over monetary policy with or without capital controls, undermining the rationale for retaining them. Central banks themselves might favor capital mobility either be cause they are open to capture by the financial sector or because they believe it will constrain the government's propensity to run fiscal defi cits. 92 These possibilities remain speculative at present. Finally, what impact has democratization had on capital account pol icies? It is difficult to believe that there is a simple linear relationship between democracy and capital account policy. The restriction of the franchise in nineteenth-century Britain and the political dominance of the asset-owning elite may have favored the policy of financial openness under the gold standard until 1914. Ruggie's argument that the "reem bedding" of economic liberalism within a social democratic framework made capital controls politically acceptable pushes in the same direc tion. 93 Others find that more recently, democracy has had a positive effect on financial liberalization in developing countries. 94 Countries in which voters support social democratic welfare policies have moved in recent years toward greater financial openness (notably most of devel oped western Europe in a relatively coordinated fashion as part of the 1992 Single Market Programme). This might demonstrate that as these voters have become richer over time they have also come to favor fi nancial openness to maximize returns on savings, or it may simply be that they are relatively poorly informed or weakly mobilized. Evidently, this important area is ripe for further research. 92 However, if the central bank is required to defend a currency peg, it may favor capital controls. 93 Ruggie, "International Regimes." 94 Nancy Brune, Geoffrey Garrett, Alexandra Guisinger, and Jason Sorens, "The Political Econ omy of Capital Account Liberalization," unpublished paper, December 2001, available at http:// www.isop.ucla.edu/cms/files/capacct.pdf. A collection of important essays on the evolution of the international monetary and financial system since the 1960s. 
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